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INTRODUCTION

When it comes to investing in the stock market, investors have plenty of options:


	They can do it themselves. Trillions of dollars are invested this way. (Of course, the only problem here is that most people have no idea how to analyze and choose individual stocks. Wait, did I say the only problem? I really meant most investors have no idea how to construct a stock portfolio, most have no idea when to buy and sell, and most have no idea how much to invest in the market in the first place. Okay, that’s better.)



	They can give it to professionals to invest. Trillions of dollars are invested this way. (Though, after fees and other institutional impediments, most don’t add value. In fact, most professionals actually underperform the market averages over time. Oh, I almost forgot—it may be even harder to pick good professional managers than it is to pick good individual stocks.)



	They can invest in traditional index funds. Trillions of dollars are also invested this way. (This is a great way to match the major market averages, to pay very low fees, and to beat most professional managers. Then again, investing this way is seriously flawed—and almost a guarantee of subpar investment returns over time.)



	They can read The Big Secret for the Small Investor and do something else. Not much is invested this way. (Yet …)





For years individual investors have asked me how they should go about investing their savings in the stock market. After all, I’m a longtime business school professor and institutional money manager, and they figure I should know. Yet for years I haven’t had a good answer. You see, Wall Street isn’t very kind to small investors. While it’s true that individual investors have many options, for one reason or another (and usually one reason and another) most choices aren’t very good. Well, with this book, I finally have what I think is a good answer to that very important question. And it’s an answer that should work well for investors both big and small.

Then again, this is my third investing book. The first one, You Can Be a Stock Market Genius (yes, I know, I know), was meant to help the individual investor, too. It didn’t. It assumed investors had a lot of specialized investment knowledge and a lot of free time. (Actually, it did end up helping a few dozen hedge fund managers, but …) My second book, The Little Book That Beats the Market, gave a step-by-step method for the individual investor to just “do it yourself.” I still believe strongly in this method and I still love that book. But here, too, I missed the boat. As it turns out, most people don’t want to do it themselves. Yes, they want to understand it. But they still want someone else to do it for them.

So maybe the third time really is the charm. The Big Secret for the Small Investor should be a great answer for many investors. I don’t think most individual or even institutional investors have considered this solution for how best to invest in the stock market. I sincerely believe they should. In any case, I think both novice and sophisticated investors will benefit from the discussion. Good luck.
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When I went to business school back in the late seventies (note to my kids: that’s the 1970s!), we learned one important thing about stock market investing. It was simply this: there are so many smart people out there, you can’t outsmart them. In other words, thousands of intelligent, knowledgeable people buy and sell stocks all day long, and as a result, stock prices reflect the collective judgment of all these smart people. If the price of a stock is too high, these smart people will sell until the price comes down to a lower, more reasonable price. If a stock price is too low, smart people will go in and buy until the stock’s price rises to a fair level. This whole process happens so quickly, we were taught, that in general stock prices correctly reflect all currently available information. If, indeed, prices are accurate, there is no use in trying to “beat the market.” In other words, according to my professors, the only way I was going to find a bargain-priced stock was by luck.

Naturally, I didn’t listen (which, unfortunately, made this no different from most of my other classes).

But flash forward a few decades and now I’m the professor. Each year I teach a course in investing at a top Ivy League business school. The students are clearly smart, accomplished, and dedicated. In short, they are the best and the brightest. But every year for the last fourteen, I have walked into class on the very first day and told my students something eerily familiar and very disturbing. I tell them this: “Most of your peers and predecessors who learn about investing at business schools across the nation and beyond will go out into the real investing world and try to ‘beat the market.’ And almost all of them will do one thing in common—fail!”

How can this be? If brains and dedication aren’t the deciding factors in determining who can be a successful investor, what are? If an Ivy League business school education doesn’t determine investment success, what does? Are we really just back to where we started? After decades of investment experience and learning, were my business school professors right after all? The only way to beat the market is by luck?

Well, not exactly. I’m still glad I didn’t listen to my professors. Investors can beat the market. It’s just that becoming a successful investor doesn’t have much to do with being one of the best and the brightest. It doesn’t have much to do with attending a top business school (though being stupid with no degree isn’t much help, either). Success also has nothing to do with an ability to master the economic and business news that bombards us each day. And success can’t be found by following the hundreds of expert opinions offered on television, in newspapers, and in investment books. The secret to beating the market, as unlikely as it sounds, is in learning just a few simple concepts that almost anyone can master. These simple concepts serve as a road map, a road map that provides a way through all the noise, confusion, and bad directions. A road map that most smart MBAs, investment professionals, and amateur investors simply don’t have.

And that makes sense. If being smart or having a business degree were all it took, there would be many thousands of individual and professional investors with great long-term investment records. There aren’t. The answer, it seems clear, must lie elsewhere.

But that leaves us with another problem. If the answer is really as simple as I appear to be saying, in effect pretty much anyone can sign up to beat the market. How can that be? Why, if it’s so simple, aren’t there thousands of successful investors out there? This whole thing is starting not to make sense.

Well, the truth is it does make sense. The concepts needed to be a successful stock market investor are simple. Most people can do it. It’s just that most people won’t. Understanding why they won’t (or don’t) is the crucial first step to becoming a successful investor. Once we understand why most others fail, we can fully appreciate the simple solution.

But this understanding comes with a price. We need to start from the beginning and build our case step by step. Understanding where the value of a business comes from, how markets work, and what really happens on Wall Street will lead us to some important conclusions. It will also lead small investors (and even not-so-small investors) to some very good investment choices.

What I tell my students on the first day of class is still true. Most individuals, MBAs, and professionals who try to beat the market—won’t. But you can. Let’s see why.
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I was having a bad week. In no particular order: I dropped out of law school (understandably, my parents weren’t too thrilled), broke up with my girlfriend (okay, she broke up with me, but at the time I had no idea that was actually a good thing), locked my keys in the car—twice (once in the ignition with the engine still running and once in the trunk at 11 p.m. after a Yankees game in the Bronx—and as you probably know, everybody’s a 24-hour locksmith but no one really works those 24 hours all in a row), and finally, went through a toll booth with no money (after a few eye rolls and since Guantánamo was not yet taking prisoners, they let me mail it in, with the stamp costing more than the actual toll).

Luckily, the true value of a life cannot be summed up by a single bad week or even a series of bad months but by the total of everything we do and accomplish over a period of many years. I bring this up not to relive the glory days of my youth (such as they were) but because if you want to learn how to be a good investor, you’re going to have to have a good understanding of the concept of “value”—what it is and where it comes from. This is pretty important because the secret to successful investing is fairly simple: first figure out the value of something—and then pay a lot less. I’ll repeat that: the secret to successful investing is to figure out the value of something—and then pay a lot less.

Benjamin Graham, the acknowledged father of security analysis, called this “investing with a margin of safety.” The larger the space between current price and calculated value, the larger our margin of safety. Graham figured that if unexpected events lower the value of our purchase or our initial valuation is mistakenly high, buying with a large margin of safety will still protect us from big losses.

That’s all fine, but what is “value” and where does it come from? The corner candy store might have a great location and a booming business, and at a price of $150,000 that business might be a great investment. But buy that same candy store for $50 million, same great location, same booming business, and you’ve pretty much guaranteed yourself a terrible investment (and created a whole mystery about how you got the $50 mil in the first place). In short, if we invest without understanding the value of what we’re buying, we’ll have little chance of making an intelligent investment.

In the same way that one lousy week didn’t end up defining the value of my entire life, it turns out that the value of a business doesn’t have that much to do with what happens each week or each month. Rather, the value of a business comes from how much that business can earn over its entire lifetime. That can often mean many years (and by many, I mean twenty, thirty, or even more—we can’t just be thinking about earnings over the next two or three). While figuring out the earnings of a business over the next thirty-plus years might sound like a pretty hard thing to do, we’re going to try to do it anyway. We’ll start with a simple example, and by chapter’s end, we should have a pretty good understanding of how this whole value thing is supposed to work. (And once we start to understand value, there’s no telling what we can accomplish in the rest of the book!)

We’ll even assume for the purposes of our simple example that we know (somehow) ahead of time what the earnings of our business will be over the next thirty years and beyond. To make it even simpler, we’ll assume that the business in question, Candy’s Candies, will earn $10,000 each year for the next thirty-plus years. So let’s see what happens.

Intuitively, we know that collecting $10,000 each year for the next thirty years is not the same as receiving all $300,000 today. If we had that $300,000 right now, one easy thing we could do is to put it in the bank and then earn some interest on our deposit. The bank could take our money, pay us a few percent each year in interest, and then lend that money out to other people or businesses and collect a higher interest rate than they pay us. Everybody wins. By the time thirty years go by, we’d have a lot more than the original $300,000 from all the interest we collected. But, of course, Candy’s Candies only earns $10,000 each year, and we’ll have to wait thirty years to collect all $300,000. So let’s break it down and see what thirty-plus years of earning $10,000 per year are really worth to us today.1

Let’s assume for the sake of simplicity that we are the proud owners of Candy’s Candies, that we collect all of our earnings at the end of each year, and that a bank will pay us 6 percent each year on any deposits that we make. So let’s start by figuring out the value today of collecting that first $10,000 in profits from our new business at the end of the first year and then we’ll go from there.

We know that collecting $10,000 a year from now is not the same as having that $10,000 today. If we had the $10,000 right now, we could put it in the bank and earn 6 percent interest. At the end of the first year, we’d have $10,600, not merely $10,000. So the $10,000 we collect a year from now is worth less than $10,000 in our hands today. How much less? Pretty much the 6 percent less that we didn’t get to earn in interest. The math looks like this: $10,000 one year from now discounted by the 6 percent we didn’t get to earn is $10,000 ÷ 1.06, which equals $9,434. (Another way to look at it: if you had $9,434 today and deposited it in the bank at 6 percent, you would have $10,000 at the end of one year.)

So the value of our first year’s earnings from Candy’s Candies is worth $9,434 to us in today’s dollars. How about the second year’s earnings? What are those worth to us in today’s dollars? Well, two years from now, we will be collecting another $10,000 in profits from our ownership of our candy business. What is $10,000 that we won’t receive for two years worth today? Well, it works out to $8,900 ($10,000 ÷ 1.062). If we had $8,900 today and deposited it in the bank at 6 percent, we would have $10,000 by the end of the second year. And so the value today of our first two years of earnings from Candy’s Candies is $9,434 + $8,900, or $18,334. (This is getting really exciting!)

I won’t go through the next twenty-eight-plus years, but the exercise looks something like this:

VALUE OF CANDY’S CANDIES
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So earning $10,000 a year for the next thirty-plus years turns out to be worth about $166,667 today. Using these simple assumptions, we just figured out something incredibly important. Candy’s Candies, a business guaranteed to earn us $10,000 each year for the next thirty-plus years or so, is worth the same as having $166,667 cash in our pocket today! Now, here’s the hard part. If we could be guaranteed that all of our assumptions were correct and someone offered to sell us Candy’s Candies for $80,000, should we do it?

Well, here’s another way to ask the same question. If someone offered to give us $166,667 right now in exchange for $80,000, should we do it? Given all of our assumptions, the answer is easy: of course we should do it! This is an incredibly important concept. If we can really figure out the value of a business like Candy’s Candies, investing becomes very simple! Remember, the secret to successful investing is to figure out the value of something and then—pay a lot less! In fact, it couldn’t be simpler: $166,667 is a lot more than $80,000—case closed.

Of course, there’s one little problem. I made the “figuring out the value of something” part a bit too easy. How? Let me count the ways.

Remember, I told you ahead of time what the earnings of Candy’s Candies were going to be each year for the next thirty-plus years. But will earnings actually shrink over those years? Will they grow? Will Candy’s Candies even be around in another thirty years? In practice, predicting so far into the future is pretty hard to do. In addition, many businesses are actually more complicated than the corner candy store. In fact, forget thirty years—it turns out that Wall Street analysts are actually pretty bad at predicting earnings for even the next quarter or the next year. Are you really going to trust my predictions about what earnings will be over the next thirty years? (Remember, I can’t remember the keys or the toll money, and I’m not even a lawyer!)

So here’s the problem. Since no one really knows for sure what earnings will be over the next thirty-plus years, whatever we use for estimated earnings during that time is just going to be a guess. Even if this guess is made by a very smart, informed “expert,” it will still be a guess. There will always be a chance that this guess is off, sometimes by a lot. So when we figure out the value of our business, we’re going to have to assume that there is risk to our estimate of earnings for that business. The amount of earnings we expect to receive from owning that business over the next thirty-plus years will almost always be uncertain. Obviously, we’ll make our best guess about what those earnings will be. But those earnings will always be far from a sure thing.

So here’s the question. What would you pay more for—a guaranteed $10,000 a year for the next thirty-plus years, or a best guess of collecting $10,000 a year for the next thirty-plus years? It’s pretty clear that a guarantee is worth more than a guess. In practice, investors discount the price they will pay for future earnings that are based only on estimates. If there is no guarantee that you will actually collect that $10,000 after the first year of owning Candy’s Candies, you will probably pay less for those earnings than if they were guaranteed. In our simple example where next year’s earnings of $10,000 were guaranteed, we discounted that payment by 6 percent, reflecting the fact that we had to wait a year to collect our $10,000. Now, with only an estimated $10,000 coming in at the end of the first year, we will pay less.

How much less? That’s not exactly clear, but we would certainly discount that hoped-for $10,000 by more than the 6 percent we used when the $10,000 was guaranteed—maybe we’d use a discount of 8 percent or 10 percent or 12 percent, or even more (the amount of our discount would reflect in part how confident we were in our earnings estimate). But when we apply that higher discount to the next thirty-plus years of earnings estimates, that’s when things really start to get silly (yes, it’s true, math can be hilarious).

Here’s what happens:

VALUE OF CANDY’S CANDIES
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As it turns out, using a 12 percent discount rate, the value of Candy’s Candies is only $83,333. We’re starting to get in trouble! It’s no longer so obvious that a purchase price of $80,000 is such a bargain!

What is crystal clear, however, is that using different discount rates for our estimated earnings can lead to wildly different results when we try to value a business. But figuring out the right discount rate isn’t our only problem. For the sake of simplicity, we’ve made some other assumptions that don’t really hold up in the real world. For instance, as you might intuitively guess, most companies don’t earn the same amount each year for thirty straight years. As we’ve already touched on, many businesses grow their earnings over time, while others, due to competition, a bad product, or a poor business plan, see their earnings shrink or even disappear over the years. Let’s see how funny the math gets when we try to value a business using not only different estimates for discount rates but we throw on top of that some different guesses for future earnings growth rates!

VALUE OF CANDY’S CANDIES
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Wow!!!! In other words, the math shows us something very important. According to finance theory and logic, the value of a business should equal the sum of all of the earnings that we expect to collect from that business over its lifetime2 (discounted back to a value in today’s dollars based upon how long it will take us to collect those earnings and how risky we believe our estimates of future earnings to be). Will earnings grow at 2 percent, 4 percent, 6 percent, or not at all? Is the right discount rate 8 percent, 10 percent, 12 percent, or some other number? The math says that small changes in estimated growth rates or discount rates or both can end up making huge differences in what value we come up with!

VALUE OF CANDY’S CANDIES
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Which numbers are right? It’s incredibly hard to know. Whose estimates of earnings over the next thirty-plus years should we trust? What discount rate is the right one to use?

So like I said, the secret to successful investing is to figure out the value of something and then—pay a lot less!

But how are we going to figure out value? How can anyone?

Good questions, but just because we can’t answer them yet, we’ve learned some very valuable lessons anyway. So let’s go to the summary and see what they are.

SUMMARY


	The secret to successful investing is to figure out the value of something and then pay a lot less! (Thought I’d mention that!)



	The value of a business is equal to the sum of all of the earnings we expect to collect from that business over its lifetime (discounted back to a value in today’s dollars). Earnings over the next twenty or thirty years are where most of this value comes from. Earnings from next quarter or next year represent only a tiny portion of this value.



	The calculation of value in #2 above is based on guesses. Small changes in our guesses about future earnings over the next thirty-plus years will result in wildly different estimates of value for our business. Small changes in our guesses about the proper rate to discount those earnings back into today’s dollars will also result in wildly different estimates of value for our business. Small changes in both will drive us crazy.



	If our estimate of value can change dramatically with even small changes in our guesses about the proper earnings growth rate to use or the proper discount rate, how meaningful can the estimates of value made by “experts” really be?



	The answer to #4 above is—“not very.”



	As it turns out, there actually are 24-hour locksmiths in the Bronx—unfortunately, they are not available now.






1. These concepts involve a discussion of the time value of money and discounted cash flow. If you are already very familiar with these (and can’t possibly see how I can make them funny), feel free to look at the pretty pictures and then skip ahead to the chapter summary!

2. In reality, we should look for how much cash we receive from the business over its lifetime. For our purposes, we will assume that earnings are a good approximation for cash received.






End of sample
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